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Pes. Regulatcrs should t a k e  i n t o  account %he pr ice  

f l u c t u a t i o n s  t i rpicai ly  experienced by u t i l i t y  companies. 

Such f luc’uat ions say be s izeable ,  o f t e n  ranging from 10-lS% 

i n  a year .  A public uziiity has l i n i t e d  d i sc re t ion  over i t s  

c a p i t a l  spending asd f inancing needs, s ince  it must meet 

customer obl iga t ions  regard less  of  economic and cap i t a l  

market condi t ions .  Co.?scquently, a u t i l t y  is subject  t o  

constrain’s as to the tiai7.q of common s t o c k  issuar-ces, 

inc luding  equ i ty  contriburad rhrough di;ridend reinvestneat 

programs. A fu r the r  aC:uszsenz t o  t h e  cost of  equity,  i n  

add i t ion  t o  tA0 f lo ta t ior ,  adjuatment, is +herefore required. 

To accouit f o r  markez f luc tua t ion  i n  the  araa of lo%, I 

regard a furc&er iC% adjuaLnent t o  the market yicld as being 

adequate. T h i s  equates t o  1.07% (10.7;i y i r l d  mult ipl ied by 

10%). 

Baaed on t h e  above, whac i s  &he appropriate  r a t e  of re turn  on 

common cqu i ty  fo r  ratemaking pu-Toses? 

Ref lec t ing  a 15.6X narket  c o s t  of  equi ty  ( a s  d e t e n i n e d  by a 

DCF ana lys i s  of Iowa-I l l ino is ) ,  a .45% adjustment f o r  

f l o t a t i o n ,  and a 1.07% adjustment f o r  market p r i ce  

f l u c t u a t i o n ,  the appropriate r e tu rn  on common equi ty  is 

around 17.12%. Using i n s t ead  Lbe 15.8% c o s t  o f  eqxi ty  f o r  

e i g h t  comparison coapanles. but t h e  same flotatio:: and 

p r i c i n g  adjustments, produces a r e s u i t  o f  17.32%. 
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Bow did you check your raxrn recommendazior. against 

historical risk re?x-v relationships? 

I relied op. a s k d y  published by The Financia: Analysts 

Research Fondation i:: LO82 entitled, nStocks, Bonds, Bills, 

and Inflation: 3 e  Past ar.d the Future". This s%dy by 

Roger G. Ibk0?3on &-A Rax A.  Sinquofield studied idlation 

and the returzs on various securities f o r  a 56 year period 

ended 198i. The auc'-ors found t \ a t  t h e  mean arithmetic risk 

premium for c3mcc stock verzus treasury bills, that is, t \e  

average differezce betdeer, stock and T-bill zezurns, was 

8 . 3 % .  The geometric inean zeturn, which is appropriate f o r  

longer t e r n  forecasting, wzs a lesser 5.9%. 

As shown iz *.e Wall Street Journal (April  20, 1984 

edition), the currant annualized yield on 90 day Treasury 

bills is apprcximatcly 10.1:;. iiowever, the return on T - S i l l s  

with a maturity cf one year is a higher li.O%, indicating a 

market perception of some ri3e in near term interest rates. 

This is borne out by an examination of financial futures 

markets, which indicate t h a t  a 90-day T-bill to be delivered 

about one year from now (March  1985) is priced at an 

effective y ie ld  of 11.1%. In view of this market data, I 

used the one year T-bill rate of 11% as the appropriate risk 

free" rate. Adding zo this the historic geometric mean risk 

premium of 5.9% produces a lS.9~ c o s t  of equit;, for the 

If 
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marker; as a whole. Adding i n s t e a d  t h e  ariLhmetlc mean r i s k  

premium o f  0 . 3 %  praduzes a 19.3% market c o s t  of equity. 

Have you preparrd ar, axh ib i t  which shows the ove ra l l  cost of 

c a p i t a l  f o r  Iowa-il l inofs Gas and E l e c t r i c  Company's gas 

operat ions? 

Yes, this is shown on 3;rhibit N o .  19 ,  e n t i t l e d ,  " C o s t  of 

Capital calculation". 

Whac does %&.is docrunsnz show? 

E x h i b i t  No. 1 9  shows %\e Cornpa~iy's c a p i t a l i z a t i o n  r a t i o s  and 

t h e  earnings :eqxirerneczs f o r  each componect of  

c a p i t a l i z a t i o n .  

, .  

?he enbedded c o s t s  of debt acd prefer red  a-d 

preference stock wera prcv-ded by Iowa-I l l ino is .  The cos t  of 

c a p i t a l  c a 1 c u l a t - x  shows tihe Company's o v e r a l l  c o s t  of  

c a p i t a l  1s i n  a range ai 12.24%-12.327: r e f l e c t i n g  my 

recommended rango of 17.1%-17.3% as  a appropr ia te  returr.  on 

common shareholder equi ty .  A f a i r  and reasonable r a t e  of 

r e t u r n  f o r  Iowa-::l;no:s Gas and Electric Company's gas 

d i s t r i b u t i o n  operations should be no less than i t s  c o s t  o f  

c a p i t a l .  

Does t?is conclude your  testimony? 

Yes. 
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DOCKET NO. RPU-92-2 
(WU-88-10) 



STATE OF IOWA 

DEPARTMENT OF COMHERCE 

UTILITIES BOARD 

Mi dAmei .ican E 
Page 

xhibi 
472 01 

j WCKET NO. RPU-92-2 
IOWA W W E R  INC. n/k/a MIDWEST 1 (RPU-88-10) 
WWER SYSTEMS INC. 1 

ORDER APPROVING SETTLEMENT AND GRANTING EXTENSION OF TIME 

(Issued October 15, 1992) 

On August 17, 1992, Iowa Power Inc. n/k/a Midwest Power Systems Inc. 

(Iowa Power), the Consumer Advocate Division o f  the Department of Justice 

(Consumer Advocate), Oeere & Company, Bridgestone/Firestone Inc., and Iowa 

Electric Light and Power Company filed with the Utilities Board (Board) a 

"Joint Motion for Approval of Settlement Agreement" and "Settlement 

Agreement.' The proposed settlement stated it resolved all outstanding 

issues pending in Docket No. RPU-92-2. There are no other parties to this 

proceeding. 

This proceeding was initiated on March 17, 1992, by Iowa Power filing 

a request for a permanent annual revenue increase in its electric rates of 

approximately $36.1 million. Iowa Power subsequently amended it request to 

approximately $43.4 million. Consumer Advocate recomnended a $5.4 million 

revenue decrease. On June 4, 1992, the Board issued an order settins 

temporary rates. The parties notified the Board on August 4, 1992, o f  the 

impending settlement and on August 5, 1992, the Board issued an order 

holding the procedural schedule established in Docket No. RPU-92-2 in  

abeyance. A hearing on the proposed settlement was held on September 28, 



Docket No. RPU-92-2 (RPU-88-10) 
Page 2 

1992, to provide the parties an opportunity to respond to the Board‘s 

inquiries regarding the proposed settlement. 

The settlement resolves a1 1 i s u e s  involving revenue requirement ahd 

rate design and allows an increase in electric rates of approximately $19.3 

million, or 5 percent. 

incorporated by reference. 

calculate the annual revenue requirement is 10.227 percent. The test 

period used to determine rates is an the basis o f  a test year ending 

December 31, 1991, as adjusted. 

A copy of the settlement agreement is attached and 

The overall weighted cost of capital used to 

This rate case presented several difficult issues, including Cooper 

nuclear costs, nuclear decomnissioning, and Financial Accounting Standard 

(FAS) No. 106. The hearing on the proposed settlement produced testimony 

which indicated the parties thoroughly examined the issues and worked to 

reach a compromise settlement. While the Board may not have reached the 

same decision on individual issues as reflected in the settlement, the 

overall terms of the settlement are reasonable and generally consistent 

with recent Board decisions. 

After reviewing the complete record in this proceeding, pursuant to 

IOWA ADMIN. CODE 199-7.2(11) (1992), the Board finds the terms of the 

parties’ settlement agreement to be reasonable and will approve it. There 

are no aspects of the settlement agreement which are inconsistent with Iowa 

law or the rules of the Board and the terms of the settlement agreement are 

in the public interest. 

The Board will also approve Iowa Power’s new Security Lighting 

Service, which is part of the settlement, and will grant Iowa Power an 
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Docket No. RPU-92-2 (RPU-88-10) 
Page 3 

extension of time until January 15, 1995, to complete the phase-out o f  the 

Lightwatchman program ordered in Docket No. RPU-88-10. 

Lighting Service is to be offered in lieu o f  the Lightwatchman program. 

The new Security 

' FINDIIS OF FACT 

1. The proposed settlement is reasonable in light o f  the complete 

record in this proceeding. 

2. The proposed settlement is in the public interest. 

CONCLUSIONS OF L A W  

1. The Utilities Board has jurisdiction over the parties and subject 

matter of this proceeding, pursuant to IOWA CODE 53 476.1 and 476.6 (1991). 

2. Pursuant to IOWA ADMIN. CODE 199-7.2(11) (1992), this order 

constitutes the final decision of the Utilities Board in Docket No. 

RPU-92-2. 

ORDERING CLAUSES 
- .  IT IS THEREFORE ORDERED: 

1. The proposed tariffs filed on March 17, 1992, by Iowa Power Inc. 

n/k/a Midwest Power Systems Inc., identified as TF-92-74 and TF-92-75, and 

made subject to investigation as part of this proceeding, are declared to 

be unjust, unreasonable, and unlawful. 

2. The joinr motion to approve the unanimous settlement agreement 

filed by the parties in Docket No. RPU-92-2 on August 17, 1992, i s  granted, 



Docket No. RPU-92-2 (RPU-88-10) 
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conditioned upon the filing of compliance tariffs acceptable to the parties 

and the Board. 

3 .  On or before 45 days from the date of this order, Iowa Power Inc. 

n/k/a Midwest Power Systems Inc. shall file tariffs for the Board's 

consideration to implement the terms of the 'Settlement Agreement" filed by 

the parties on August 17, 1992, and attached to this order. 

4. Iowa Power Inc.'s n/k/a Midwest Power Systems Inc. new Security 

Lighting Service is approved, and Iowa Power is granted an extension until 

January 15, 1995, to complete the phase-out of the Lightwatchman program 

ordered by the Board in Docket No. RPU-88-10. 

Motions and objections not previously granted or  sustained are 5. 

denied or overruled. 4 
UTILITIES BOARD 

hTi'EST: 

Dated at Des Moines, Iowa, tiis 15th day of October, 1992. 
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STATE OF IOWA 
DEPARTMENT OF COMMERCE 

BEFORE THE IOWA UTILITIES BOARD - -. - - _  e 
IN RE: 

IOWA POWER INC., DOCKET NO. RPU-92-2 
W a  MIDWEST POWEFl SYSTEMS INC. : 

S W M E N T  AGREEMENT 

ARTICLE I 

INTRODUCTION 

On March 17, 1992, Iowa Power Inc.("lowa Power") filed with the Iowa 

Utilities Board ("Board") an application for a rate increase pursuant to Iowa Code Section 

476.6 (1991), proposing to increase the annual revenue of Iowa Power by approximately 

$36.1 million, or 10.0 percent. By order of Apnl 10,  1992, the Board docketed the case 

as a formal proceeding identified as Docket No. RPU-92-2. On July 22, 1992. Iowa 

Power and Iowa Public Service Company merged with and into Midwest Power Systems 

Inc. (the successor corporation to Iowa Power), (hereinafter reierred to as "Midwest 

PoweP or 'Company"). On July 23. 1992. the Board issued an order assigning the 

respective setvice territories of Iowa Power and Iowa Public Service to Midwest Power. 

The rate increase agreed to in this Settlement Agreement pertains only to customers in 

the former service territory of Iowa Power. 

e 
ARTICLE II 

PURPOSE 

This Settlement Agreement h s  been prepared and executed by Midwest 

c 

- .  .. . 
. ._ 



Power. the Office of Consumer Advocate, flndgesronelfirestone Inc., Deere & Co.. ana 

Iowa EIectnc tight and Power Company (hereinafter COllectiVely referrea to as the 

"Parties'. or individually as a 'Party") for the purpose of resolving the disputed issues in 

Docket No. RPU-92-2 as herein provided and is applicable only to Docket No. RPU-92-2. 

In consideration of the mutual agreements hereinafter set forth, the Pariies hereby agree 

as follows. 

I ARTICLE H I  

I JOINT MOTION 

Upon execution of this Settlement Agreement, the Parties shall file the same 

with the Board together with a joint motion requesting that the Board issue an order 

approving this Settlement Agreement in its entirety without condition or modification. 
I 

I 
ARTICLE IV 

CONDITION PRECEDENT 

This Settlement Agreement shall not became effeaive unless and until the 

Board enters an order approving same in its entirety without condition or modification. 

ARTICLE V 

PRIVILEGE AND LIMITATION 

This Settlement Agreement shall became binding upon the Parties upon its 

execution, provided, however, that if this Settlement Agreerent does not bemmt e 
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effective in accsrdance with Article IV, above, it shall be null, void, and privileged. This 

Settlement Agreement represents a settlement on a mutually agreeable outcome without 

resolution of specific issues of law or fact which were raised by the parties except as 

expressly provided in Article XI. This Sefflement Agreement is intended to relate only to 

the specific matters referred to herein; no P w  waives any claim or right which it may 

otherwise have with respect to any matter not expressly provided for herein: no Party 

shall be deemed to have apprdved, accepted, agreed, or consented to any ratemaking 

principle, any method of mst of service determination, or any  method of cog allocation 

underiying the provisions of this Settlement Agreement (or the attachments thereto) or be 

prejudiced or bound thereby in any other CJrrent or future proceeding before ;he Board 

except as expressly provided in Article XI herein. Except as provided in Article XI, no 

Party shall directly or indirectly refer as precedent to the Settlement Agreement or that 

part of any Board order referring to this Settlement Agreement in any current or future 

proceeding before the Board. 
e 

ARTICLE VI 

TEST PERIOD 

The justness and reasonableness of rates in this case is to be determined 

on the basis of a pro forma annual revenue requirement determined on the basis of a test 

period ending December 31, 1991, as adjusted. 

3 



ARTICLE VI1 

RATE BASE 

The rate base to be used to calmlate Midwest Powefs annual revenue 

requirement in this case shall be $704,086,000. The rate base shall be the test year 

thirteen-month average net original cost of investment in electric plant in service and 

working capital with pro forma adjustments as set forth in Schedule A. 

ARTICLE VIll 

REVENUE REQUIREMENT 

The total annual revenue requirement in this case shall be $404,259,000 as 

set forth in Schedule A. 

ARTICLE IX 

RATE OF RETURN AND CAPITAL STRUCTURE 

The parties agree that the allowable overall weighted cost of capital used 

to calculate the annual revenue requirement in this case shall be 10.227 percent as set 

forth in Schedule A. 

ARTICLE X 

RETURN ON EQUITY 

The Parties agree that the rate of return on common equtty to be used to 

4 
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calculate Midwest Power‘s annual revenue requirement in this case shdl be an 11.9 

percent cost of common equity, added to which shall be a 30 basis point management 

efficiency award associated with merger adivity, for an overall allowed return on common 

equity of 12.2 percent. Consistent with the Board’s decision in Docket No. RPU-91-6, the  

30 basis point addaion to the cos: of equity referred to above shall not be used by 

Midwest Power for calculating A N D C ,  in calculations for energy efficiency purposes, or 

other regulatory purposes. 

ARTICLE XI 

DECOMMISSIONING COST ASSUMPTIONS 

The Parties agree that projections of Midwest Powefs decommissioning coss  for 

Cooper Nuclear Station (“Cooper) should be calculated using the following assumptions: 

a. that the amount remaining in the Nebraska Public Power District’s 

(“NPPD”) Fuel Reserve Fund, for Cooper, at the time Midwest Power‘s Cooper contract 

terminates will be used to defray rhe wst cf decommissioning Cooper. 

b. that the amount remaining in NPPD’s Reserve Account in the Reserve 

and Contingency Fund, for Cooper, at the time Midwest Powets Cooper contract 

terminates will be used to defray the cost of decommissioning Cooper. 

c that the amount remaining in NPPD’s Operating Fund, for Cooper, at the 

time Midwest Powets Cooper cmtrad, terminates will be used to defray the cost of 

decommissioning Cooper. 

d. that the interest earnings of the above-referenced funds, during the 

demmmissioning period, will be used to defray the cost of decommissioning Cooper. 

5 
P 



Language in Article V to  the c3nirav notwithsianding, the agreement of :he Office 

of Consumer Advocate (“Consumer Advocare”) and Midwest Power to the above@ 

assumptions is inrended 10 have applicatjon in all Mure Midwest Power rate proceedinp 

before the Board. (The agreement of Bridgestone/Firestone Inc. and Deere & Company 

to the above assumptions is intended to have application only to Dccket No. RPU-92-2, 

not all future Midwest Power rate proceedings before the Board, nor is said agreement 

to be construed as a waiver of Anicle V by either Bridgestone/Firestone Inc. or Deere & 

Company.) Therefore, by vinue of this Article XI, Midwest Power and the Consumer 

Advocate will have the risht tc refer to Artic!e XI as Midwest Pgwets and the Consumer 

Advocate’s mutual approval, acceptance, agreement and cmsent to the raremaking 

principle that projec!ions of Midwesi Power‘s decommissioning costs for Cooper, for 

ratemaking purposes, should be computed in conformance with the above-stated 

assumptions. Midwest Power and the Consumer Advocate waive any claim or right tc 0 
objea to use of such assumptions in future wmputatjons of the projecied Cooper 

decommissioning costs. Midwest Power and the Consumer Advocate reseive the right 

to litigate, in future Midwest Power rate proceedings, all other assumptions related to the 

computation of Midwest Powets projected decommissioning costs for Cooper. 

ARTICLE XI1 

TIMELINESS OF APPROVAL 

In entering into this Settlement Agreernenr, the Parties have contemplated 

4) that this Settlement Agreement would be approved by the Board as exFeditiously a 

reasonably possible so that tariffs in~rporating its terms cwld be implemented as ear., 

6 
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as possible. e 
ARTICLE Xill 

RESEWED FOR FUTURE LITIGATION 

The Parties explicitly reserve for future litigation: 

a. the issue of whether the Company's costs associated with the canceled 

Vandalia Project can be recavered from ratepayers: 

b. the issue of whether the Company's investment in the reusable plan1 

and equipment at the former Des Moines Power Station (now known as "Des Moines 

Energy Center") should be included in the Company's rate base; 

c. the issue of whether the Board should approve the  Company's proposed 

automatic rate adjustment mechanism relating to its Cooper costs: and 

d. the issue of whether the Board shouid approve the  Company's proposal 

for a sharing of the energy and demand margins from its bulk power sales. 

ARTICLE XIV 

FINANCIAL ACCOUNTlNG STANDARD 106 

The Parties are in agreement and hereby urge the Board to institute a 

proceeding of general application (e.g.. a rulemaking proceeding) that will address 

Financial m u n t i n g  Standarn 106 ('FAS 106"), and that will address the  issue of the 

proper ratemaking treatment to be followed by rate regulated Iowa utilities with respect 

to the casts for post-retirement medical benefits as booked in accordance with FAS 106. 

7 

' 



The Parties are in further agreement and hereby urge the Board to render an agency 

decision with respect to the foregoing issues on cr before December 31, 1992. 

ARTICLE XV 

EXECUTIVE INCENTIVE COMPENSATION 

n e  Parties agree that Midwest Powets executive incentive Compensation 

plan will be modified to explicitly consider individual periormance. 

ARTICLE XVI 

RATE DESIGN 

The Parties i.gree that the rate increase resulting from this Sealement 

Agreement shall be allocated to ratepayers in the manner and accordinG to the procedure 

proposed in the Company’s rste increase filing submitted to the Board on March 17, 1992 

(Le.. in a manner that produces an across-the-board increase for all classes of 

customers). The customer charge will not be changed. The billing determinants to be 

used in designing the Company’s rates shall be the test year billing units as  set forth in 

Schedule B, attached hereto. The annual revenue requirement determined in this case 

is $404,259,000 as set forth Article VIII. However, for purposes of rate design, this 

revenue requirement shall be reduced by $4,894,000, the amount of the sales growth 

adjustment referenced in Schedule A. Therefore, final tariffed rates when applied to the 

billing determinants shown in Schedule 6, plus the addition of Sales for Resale-Other 

Revenue in the amount of $19,349,903 (see Interim Workpaper ODS-C, page 1 of 5) and 

8 

0 
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Other Operating Revenues-Iowa Jurisdictional in the amount of $3,418,697 (see Interim 

Workpaper ODS-C, page 1 of 5, filed on June 8, 1992) shall produce revenues not to 

exceed $399,365,000. 

' 
ARTICLE Wll 

SEClJRlTY LIGHTING SERVICE 

The Parties agree that the Board should approve Midwest Power's proposed 

new Security Lighting Service program, as described in the prefiled Direct Testimony of 

0. Dale Stevens, to be offered in lieu of the Lightwatchman program currently being 

phased out. 

ARTICLE XVlll 

NEW RATE INCREASE FILING 

Midwest Power agrees that any subsequent Application For Increased 

Electric Rates, filed after the conclusion of Docket No. RPU-92-2, and filed pursuant to 

Iowa Code Section 476.6 (1 991), shall not be filed prior to March 1,1993 and would not 

seek an effective date for interim rates prior to June 1.1993. The foregoing agreement, 

however, shall not apply and shall not be binding on Midwest Power in the event Midwest 

Power experiences an extraordinary occurrence that requires the Company to seek rate 

relief. 

9 .. 



Respectfully submitted, 

OFFICE OF CONSUMER ADVOCATE 

Ronald C. Polle 
Anorney 
4th noor 
Lucas State Office Building 
Des Moines, Iowa 50319 

ATTORNEY FOR THE OFFICE OF 
CONSUMER ADV.0CATE ' 

BRlDGESTONE/FIRESTONE INC. 
A 

Anomey at l a w  
Suite 935Two &center 
601 Locust Street 
Des Moines. Iowa 50309 

ATTORNEY FOR INTERVENOR 

MIDWEST POWER SYSTEMS INC. 0 

' I  

Manager-Legal Services . . ' 
2800 Ruan Center ._ 
666 Grand Avenue 
Des Moines, Iowa 50309 

BY ff %& 
Steven R. Weiss 
Senior Anomey 
2800 Ruan Center 
666 Grand Avenue 
Des Moines. Iowa 50309 

AlTORNEYS FOR MIDWEST POWER 
SYSTEMS INC. 

IOWA ELECTRIC LIGHT & POWER 

BY 
Jonathan M. Rogoff 
Senior Anomey 
200 First Street, S. E. 
Cedar Rapids, Iowa 52401 

ATTORNEY FOR INTERVENOR 

Date 

10 
c 
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Roopectfulfy oubmlttwl, 

OFFICE OF CONSUMER DVOCAE MIDWEST POWEX SYSTEMS INC. 

BY 
Ronald C. Polle 
Attorney 
4th Floor 
Lucos: Stae O h  Buildipg 
Des Molnee, lawa 60318 

A7TORNEY FOR THE OFFICE OF 
CONSUMER ADVOCATE 

Date 

BY 
Charles R. Momgornery 
Mimgerlegal Servrcas 
2800 Ruan Center 
888 Grand Awnue 
Des Mines, Iowa 603CQ 

Steven R. Weiss 
Senior Attorney 
2800 Ruan Contor 
666 Grand Avenue 
Des Mcinea, Iowa 50309 

A7TORNEYS FOR MIDWEST POWER 
6YSfEMS INC. 

BY 

Date 

BRlDGESTONUFlRESTONE INC. 

BY 
M i 0 1  R May 
Altnmey at 'Law . 
Sui% 935-Two Rum Centor 
601 LoaM Street 
Des Moinea, Iowa 50909 

ATTORNEY FUR INTERVENOR 

IOWA ELECTRIC LIGHT & POWER 

A I T O R N N  FOR INTERVENOR 

Date pil j -  
10 
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DEERE & COMPANY 

By L:rc-,P z k"W 4,:mmp 
Gdrge E. Van Damme 
John Deere Road fl,p 
Moline. Illinois 51265 

ATTORNEY FOR INTERVENOR 

c 
11 
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CERTIFICATE OF SERVICE a 
I ,  Charles R. Montgomery, hereby cerrify that I have this day served the 

anached documents upon the following parties, at the following addresses in accordance 

with the rules of the Iowa Utilities Board. 

Susan Allender James R. Maret 
General Counsel Consumer Advocate 
Fifth Floor Fourth Floor 
Iowa Utilities Board 
Lucas State Office Building 
Des Moines, Iowa 50319 

Lucas State Office Building 
Des Moines, Iowa 50319 

a 

Michael R. May George E. VanDamme 
Anorney at l a w  Deere & Company 
Bridgestonefirestone lnc. John Deere Road 
Suite 935-Two Ruan Center Moline, Illinois 51265 
601 Locus Street 
Des Moines, Iowa 50309 

Jonathan M. Rogoff 
Iowa Electric Light & Power 
200 Fim Street, S. E. 
Cedar Rapids, Iowa 52401 

Dated at Des Moines, Iowa this 17th day of August, 1992. 

2s R. Montgomery 
Manager-Legal Services 
666 Grand Avenue 
2800 Ruan Center 
Des Moines, Iowa 50309 
Telephone: 51 51'261-2900 



Revenue Requirement 
Iowa Power 
WU-92-2 

1 Adjusted Rate Base 

2 Rate of Ream 

3 Allowable Operating Income 

4 Pro Forma Operating Income 

5 Additional Operating Income Requirement 

6 Additional Income Taxes 

7 Additional Revenue Requirement 

8 Pro Forma Revenues 

9 Total Revenue Requirement 

SCHEDULE A 
?age 1 of 7 

704.oa6 

1023% 

7201 0 

60,552 

11,458 

7,867 

19,325 

384,935 
0 

404,259 



Income Statement 
Iowa Power 
For Test Period Ended December 31 ,.I991 

Per 
Books 

(A) 

1 Operating Revenues 381,453 

2 Oper. and Maintenance 219.507 
3 Depr. and Amortkatlon 42,159 
4 Olher Taxes 30,996 
5 Federal income Tax 13,914 
6 Stale income Tax 4,660 
7 Deferred Tax 4,888 
8 ITC (1.8501 

9 Total Expense 31 4,274 

10 Operating income 67,179 

Adjusts. 
Page 2 
(C) 

0 

(6,854 
52 
17 

1,983 
660 
14 
0 

(4,1 W 
4,132 

Total After 
Increase Adjusts. increase 

Page 3 Total (Decrease) (Decrease) 
(Dl (E) 

0 384,935 

340 234,847 
850 42948 

' 0  29.632 
(366) 10.400 
(122) 3,454 
167 4,945 
0 (1,844) 

877 324.382 

(877) 60,552 

19,325 404,259 

234,847 
42,948 
29.632 

5,902 16,302 
1,965 5,419 

4,945 
(1,844) 

7,067 332.249 

11.450 72.010 
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Common Stock a 1 0 8  48.198% 

MWMerger 328,108 48.1 98% 

Common Stock-Total 328,108 48.1 98% 

Preferred Stock 192n 2.832% 

Long-Term Debt 333,369 48.971 % 

Total 680,754 

1 1.900% 

0.300% 

12200% 

4.365% 

8.625% 

SCHEDULE ' A  
Page 7 of 7 

5.736% 

0.145% 

5.880% 

0.124% 

4.224% . 
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I. ST+TE.VE?IT OF O U L I F I C A T I O N S  

Q. 

A. 

Would you ple ise  itat: your name, address  and occupation? 

My name is Percr Vi.  Ahn. .My business address is 2150 Dain Bosworrh Plaza. 60 

South Sixth Street ,  Minneapolis, Minnesota. I 3m an  Associate Consul tant  wi th  

Dahlen, Berg & Co., a aanagemcnr  consulting firm. 

Q. 

A. 

Please you summariz: y o u r  expcrienc: in :he area of public u t i l i t y  rcgu1a:ion. 

I have par t ic ipated in several  rcgul3tory engagements regarding electr ic  and gas 

utilities. These :ngsgements havc inc!uded :cstifying, analysis of filings. rcscirch 

and  assis tanct  in prepararion of testimony. :xhibirs and briefs conc t rn ing  rare of  

re turn,  ra te  design, program design, and  :3st allocation. I performed analyses  and  

tes t i f ied be iorc  thc Iowa S:ate Util i t ies Board (Board) on the rare of re rurn  on 

common equi ty  in  Docket No. RPL-91-9, Iowa Electric Light a n d  Power’s request 

fo r  a ra te  increase. 

I have performed analyscs a n d  assisted in pr:paring testimony before the  Iowa 

Statc  Uti l i t ies  Board in the following :as:s: 

In Docket NO. RPU-91-7 - Intersr i te  Power Company’s r:quest fo r  a n  e lec t r ic  ra te  

increase, I per formed analyses and assist:d in preparing testimony a n d  b r i e f s  

regarding ra te  of return.  

In Docket No. RPU-91-6 - T h e  Or f i cc  of t h e  Consumer Advocate’s request f o r  a 

decrease in Iowa Public Scrvic:’s electric rates, I performed analyses a n d  assist:d 

in prepar ing  testimony and  briefs regarding rate of return.  
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Stutement of Quofifications 

In Docket YO. EET-31-5 - Iowa Puoiic Servicc Company’s energy :fTiciency plan, I 

assisted in pr:paring :cstimony regarding lost revcnue estimates, cost allocation. 

and program dcsign. 

In Docket No. RPU-91-5 - Midwest Gas’ request f o r  a na tura l  gas rate incrcasc. I 

performed analyses and assisted in preparing tcstimony and  briefs regarding rate 

of re!urn 3nd rate design. 

In Docker No. EEP-91-5 - In tc rs t3 te  Power Company’s energy efficiency pian, I 

p r cpa r td  analyses regarding p r o g r ~ m  design. 

Additionally,  I performed analyses  regarding r a t e  of return befofc Nebraska 

Municipalities i n  August, 199 I regarding Mnnegasco ,  a division of Arkla. Inc.’s, 

f i l ing fo r  a gencral rate inc:ease in Nebraska Municipalirics. 

Havc you participated in any  other engagements involving utilities? 

Yes. For the Blue Earth Light and Water Department ,  Blue Earth,  Minnesota, I 

performed analyses of the pr:sent valuc of lost revenues from a protccred scrvict  

terri tory.  Also. I pcrformed f inancial  analyses rc1ar;d IO t h e  pur:hase a n d  

construction of addi t ional  capacity fo r  Blue Earth.  

Q. 

A. 

On behalf of the Minnesota Energy Consumers, 1 participated in the Northern 

States Power (NSP) Demand-Side Management Ene rgy  Eff  iciency Task Force. 

On behalf of  the River Elcctric Association a n d  Minnesota Municipal Power 

Agency (MMPA), I performed firiancial analyses related IO development of  the 

M M P A .  This  work included analyses rclatcd to debt  f inancing and  other f inancial  

pro jcctions. 
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On benaif of the Minnesota Xllianc: f o r  Fa i r  Competition, I performed analyses 

and conducted discovery relarcd :o rare2a:Jer subsidization of utilities' unregulated 

businesses. 

Would you out l ine your  educa t iona l  background? 

I n  J u n e  of 1991, I rcc:ived a n  .MS.A. degrcr  with 3 conccntrarion in s t ra tegic  

management f r o m  the Carlson School Management a t  the Universi ty  of 

Minnesota. Minneapolis. Minnesota. During 1989, 1 atrended the X.B. Freeman 

School of Business a t  Tulane Lnivcrsit:i, S e w  Orleans, Louisiana. In J a n u a r y  of  

1988, I reccivcd a B.X. dcgrcc with a major in economics from Macalester Coilcgc, 

St .  Paul, .Minnesota. 

Would you describe y o u r  proi:ssional background? 

In August of  1991. I joined the management consulting f i rm  of  Dahlen, Berg & Co. 

During the academic ye3r  1990-91. I was I teaching assisrant in the financ: 

department and a research assistant i n  t h c  strategic management depa r tmen t  a t  the 

'University of Minnesota. Minncapolis, Minnesota. In 1989. I completed a n  

internship i n  rhe f inancc and  dcbr management department  of  Union Elecrrica 

Fenosa. an investor-owned e1ec:ric uti l i ty i n  Madrid. Spain. 

Q. 

A. 

Q. 

A. 
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JI.  PURPOSE OF TESTIMONY 

What is :he purpose of your testimony? 

My testimony prcscnts thc results of my analysis of Iowa Power's (IP) cost of 

common equity rc!ated to IP's request f o r  an :lcctric ra te  increase in this  Case. 

By whom were you engagcd in this  case? 

Dahlen. Berg & Co. was engaged by  t h e  Sr idgestone/Firestone group. T h e  members 

of this group i r c  customers of  IP': Lirg: Gcncral Servic: class. 

What is the scope of t h c  work  you  3cr:'ormcd in this  case? 

I reviewed IP'i r i l i n g  xnd pcrlormed inalyscs  of in fo rma t ion  related to IP and  

other electric utilities. The scope of my work was l imited to review of IP's f i l i ng ,  

other documents prcparcd  b y  IP, a n d  other  publicly avai lable  information.  

H o w  is your testimony organized? 

My testimony is prescnred i n  the following sccrions: 

0 

0 

Sec:ion 111, Rate o i  Rcturn,  and  

Section IV, Indusrry Average Rcturns.  
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Rate oj Return 
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111. RATE O F  RETURN 

What rate of return on common equity has  IP proposcd in this procceding? 

IP has proposed a ra te  of re turn on common equity of 12.7596 in this proc-eding. 

T h e  proposcd 12.75% rate of re turn on common equi ty  is based on the results of 

Risk Premium and Discounted Cash Flow (DCF) analyses performed b y  IP witness 

Dr. Yander  Weidc. 

Should the  Board allow IP's proposcd 12.75% r1tc of re turn  on common equi ty?  

No. The  Board should not 3110~ IF'': proposed 11.75% rc turn on common cqui ty  

becausc thc proposcd return is significantly higher than  IP's cost of  common 

equity.  

What is the  basis of the rate of rcturn cri teria for  rcgulatcd businesses presented in 

your testimony? 

T h e  basis of the rate of return cri tcria prcscnted in my testimony was sct fo r th  ir: 

the Supreme Court's Blucf ie ld ( 1 9 3 )  and Hope (1944) cases. In these cases, t he  

Supreme Court  determined two basic cri tcria of a ' fa i r"  rate of r e tu rn  for  a 

regulated company. First, the return of common equi ty  should be equal to the 

return on companies of similar risk and  uncertainty.  Second, the  ' fair" rat: of 

re turn must providc cnough carnings for  the company to  mainta in  its c red i t  rating 

and a t t rac t  caui ta l  on rc3sonable tcrms. 

23 Cost of Common Equity 

24  Q. What is 1P'i cost of common equity? 

25 A. IP's cost of common cquity iZ 9.36%. My estimatc is based on the  a v c r i g c  cost of 

e common equi ty  fo r  companies comparable to IF'. 

27 Q. How did  you estimatc IP's cost O r  common equity? 

5 
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A. 

Q. 

I est imated IP's cost of common equi ty  using 3 DCF analysis. 

Why should a DCF analysis be used to :stirnarc the cost or common equi ty  in this 

case? 

A D C F  analysis should be used to estimate the cost of common equi ty  in  th i s  case 

because the  DCF analysis produces a cost of common equity estimate tha t  sat isf ies  

the  ra te  of re turn  cri teria for  regulated businesses set  for th  in the  Supreme Courr's 

Hope a n d  Bluefield cases. Further ,  uti l i t ies a re  generally dividend-paying stocks, 

making  the  DCF analysis especially useful for  estimating the cost of common 

equi ty .  

A. 

Discounted Cash Flow Analysis 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Q. 

What is a Discounted Cash Flow analysis? 

A Discounted Cash Flow analysls is a method fo r  estimating a company's cost  of 

common equi ty .  T h e  DCF model 18 based on the theory that  the price of a s tock i 

equa l  to the present value of fu tu re  dividends plus any growth in the va lue  of the 

stock. 

What form of the DCF model was used in  your analyses? 

T h e  D C F  model used in my znalyses was as follows: 

k = D l / P + g  where, 

k - the ra te  of return expected on securities of similar risk, 

D1= the dividend expected dur ing  the next twelve months. 

P = the stock price, and  

g = the  expected dividend growth rate. 

How d i d  you estimate the dividend expected during the next twelve months,  "DI"?  

I estimated 'DI '  by multiplying the most recent quarter ly  d iv idend by f o u r  ( t h e  

ind icz ted  annual  dividend)  times one plus one half of 'g". 

Why is this  method of estimating 'DI '  appropriate? 

6 
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Q. 

A. 

Q. 
A. 

Q. 
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The method I used to estimate 'D;' is appropriate  because i t  reflects cu r ren t  

in format ion  and  recognizes i i rms  will, on average, increase dividends ha l f  way  

through the ye?r, 

How d i d  you cstimatc !he i tock pric:, 'P'? 

I estimated "P' by taking an average of the  high and  l ow  stock priccs ove r  the 

period February ,  1992 to April, 1992 as shown in Exhib i t  - (PWA-I), Schedule 1. 

How d x  you eszimare the :xpected d iv idend growth rate, "g"? 

T h e  :xpecred d iv idend growth rates used in my analyses a re  Value Line estimates. , 

T h e  Value Line estimates used in  rn:i ana1:fses arc widely available and  reflec: 

cur ren t  in format ion  about  ,dividend ~ r o w r h .  

Did you use the Insiirufionol Brokers  E~;irnc:t  S;ixern ! f B E S )  estimate of  carnings 

I 

, 

growth that  Dr.  Vander  Weide used i n  his analyses? , I  

No. I d id  not use the IBES estimates. T h e  i B E S  estimates are a summary  of 

investment analysts '  projections that  pr:sent earnings growth estimates r a the r  [ha$ 

d iv idend growth estimates. Fur ther ,  given :hat Value Line predicts no earn ings  

growth fo r  Midwest Resourcs ,  the 5.5% 13ES earnings growth rate f o r  Midwe;[ 

Resourc:s used by Dr. Vxnder Weide appears  exc:ssive. 

What base sample of companies was used in  your DCF analyses? 

T h e  base sample of companies in m y  DCF analyses was electric companies  in the 

Value Line Elecrric Uiiliry (Easr. Ccntrai and Wesr) InduJtry. Companies were 

excluded f rom the analyses if: 

0 T h e  stock of  the uti l i ty was not  traded on e i ther  the New York Stock 

Exchange o r  the American Stock Exchange, o r  

T h e  company had decreased or omitrcd a common dividend in the  cur ren t  

or prior th ree  q u a r m s .  

0 

Did you apply the DCF model to other  comparison groups? 
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Yes, I applied the D C F  model to iwo subsets or the base sample of companies. The  

subsets were determined using the following comparison criteria: 

0 

0 

DCF analyses performed on groups of risk comparable companies produces a cost 

of common cqni ty  csrimate tha t  satisfies the s tandards set for th  in :he Hope and 

Bluefield cases. I have included 3 list of the companies in the base samplc of 

Companies with a Value f i n e  sa fc ty  r i t i n g  of "2,' a n d  

Companies w i t h  a 3fandara' & Poor'i (S&P) bond rating of 'A'. 

companies and  their  ratings as Exhibi t  (PWA-I), Schedule 2.  
. .  

Would you describe thc comparison crir:ria used in your analyses? 

Yes. The  comparison cr i ter ia  used in m y  analyses a r e  readily available rzrings, 

commonly used by investors  a n d  inalysts.  

0 T h e  Value f i n e  safety rating is a n  investment ranking index, scaled '1" to 

"5,' with * I w  being the saicst. Midwest Rcsources has a safcty rating of "2," 

so companies w i t h  a safety raring a i  '2' were used in the comparison group. 

(The only way to purchase Iowa Power equity is to buy Midwest Resources 

common stock). 

The  second comparison mcasure ssed w3s thc Standard and Poor'? ?S&P) 

bond rating which is a rc!ative : i r i n g  of a firm's abil i ty to repay dcbt. IP'r 

S%P bond rat ing is "A,' so companies with a bond rating of *A" were used 

in this sample. 

. 

0 

What were the results of  your  DCF analyses? 

The  DCF analyses f a r  the comparison groups described above yielded a n  cstimatcd 

cost of common equi ty  ranging f rom 9.24% to 9.8396 T h e  individual  DCF results 

are  as  follows: 

Results for  Comcarison GroucZ 

Value Line base sample 9.8396 

Vaiue f i n e  safety r a t ing  o i  2 9.3096 

8 
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Rafe of Return 

S&P debt  rating of A 9.24% 

I have included a summary of my DCF inalyses as Exhibit- (PWA- 1 ), Schedule 

3. 

What is your recommended cost of  common cquity fo r  IP? 

I recommend a 9.46% cost of common equity for IP, based on the  average  cost of 

common equi ty  of the comparison groups in m y  DCF analyses. 

Q. 

A. 

IP’s Proposed Return on Common Equity 

Q. 

A. 

Q. 

A. 

Q. 
A. 

Should the Board use the Risk ?r:nium ~ n a l y s i s  as  3 basis i o r  es t imat ing IP’S cost 

of common equi ty? 

No. The  Board should not use :he Risk P r c m i s m  analysis  to est imate  IP’s cost of 

common equity.  T h e  Risk Prcmium analysis depends on averages of historical  

values that d o  not recognize today’s capi ta l  markct conditions. 

Does a risk premium analysis detcrmine what investors require  a s  a n  equi ty  

premium today? 

No. A risk premium analysis does not determine w h a t  investors requir: as a n  

equity premium today.  A risk prcmium is simply an average of historical  risk 

premiums f r o m  the  time period selected. IP witness Dr. Vander  Weidc has 

presented no evidence that  proves investors require a n y  par t icu lar  equi ty  risk 

premium a t  a n y  par t icu lar  time. Nor has Dr. Vander  Weide presented a n y  evidence 

that investors requi re  the 4.5% to 5.5% :quit:, risk premium he recommends. 

Should the Board use the quarter ly  DCF model used by witness Dr. Vander  Weide? 

No. The  Board should not use the quarterly DCF model used by witness Dr. 

Vander Weidc because i t  overestimates the cast of  common equi ty .  T h e  quarter ly  

DCF model ovcrest imates~ the cost of Gammon equi ty  because the  model assumes the 

company should pay an extra  return to investors on the d iv idends  the  company has 

already paid.  In  o ther  words, the quarterly DCF model assumes the  company 

9 
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should, in addition to paying the dividend, pay a return on the dividend. Investors 

earn returns through dividends and stock appreciation. After a company pays 1 

dividend, the company is not responsible cor paying any additional r e t u r h a n  that 3 

4 dividend. 
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0:  

A: 

4: 
A: 

Please state your name and address. 

David S .  Habr, Lucas State Office Building, Des Moines, Iowa. 

By whom are you employed? 

I am employed by the Consumer Advocate Division of the Iowa 

Department of Justice as the Chief of the Technical Bureau. 

When did you join the staff of the Consumer Advocate Division? 

I n  November of 1087. 

employed by the Utilitles Oivision of the Iowa Department of 

Commerce. 

Uould you describe your education and experience? 

I received a Bachelor of Arts (1968) and a Master of Arts (1969) 
degree from the University of Nebraska-Lincoln. 

major field of study was Economics. I received a Ph.0. in 

Economics from Washington S t a t e  University i n  1976. My 

dissertation i s  entitled "The Relationship Between Advertising and 

For the previous six years I had been 

In both cases my 

L i q ~ r  5 s : ~ ~  i;; the 5 t i t r  d c  Ydsnington." 

Within economics, I have specialized in the following fields: 

industrial organization and government regulations, public uti1 ity 

economics, and transportation economics. In addition, I have had 

graduate course work in monetary theory and advanced statistics. 

While a member of the Utilities Division staff, I attended Myron 

Gordon's workshop on the Cos: o f  Capital to Public Utilities, the 

NARUC Annual Regulatory Studies Program, and the NARUC Advanced 

Regulatory Studies Program. 

1 
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Prior to joining the Utilities Division staff in 1981, I was 

employed as an economist by the University of Nebraska-Lincoln 

(1968-69), Washington State University (1969-73), Drake University 

(1973-79), and Hitchell and Hitchell Economists, Ltd. (1979-80). 

During my tenure at Drake University, I taught several 
different areas within economics including "Public Utilities and 

Transportation," "Government Regulation of flusiness," and 

"Managerial Ezmomics.' iihile at Mitchell and Hitchel:, i 

developed and directed a feasibility study for the City of Des 

Moines and developed and estimated a revenue forecasting model for 

Northwestern Bell. 

F o r  the year prior to joining the staff of the  Utilities 

Division, I was engaged in a private consulting practice. 

course of this practice, I was called upon to deteraine damages in 

antitrust cases and i testified on behalf of Midwestern Telephone 

Company, Inc. !: Cccket No. ;I;ii-tiir-.+ir. i nave also testified in 

court proceedings and before the Industrial Commission. 

In the 

A s  a member of the Utilities Division or Office of Consumer 

Advocate staff, I have testified in the proceedings shown on 

Appendix A o f  my testimony. 

number of utility rate cases that were not litigated. 

I also provided staff review in a 

During 1986-97, I served as a member o f  the NARUC Ad Hoc 

Committee on Diversification and I presented a paper on double 

leverage at the committee's 1987 winter meeting. 

" A  Note on Transaction Costs and the Cost o f  Common Equity for a 

My paper entitled 

2 



MidAmerican Exhibit 8.1 

Page 498 of 554 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 e 12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 a 24 

25 

3 :  
4:  

Q: 

A: 

0 :  

A: 

Q: 

A: 

Pubiic Utiltty" appeared in the January 1988 issue o f  the HRR! 
Duarterlv Bulietin. 

In addition to my regular duties, I taught a seminar on 

antitrust economics at the Drake Law School in the fall of 1981. 

During the spring and fail of 1987 I taught the macroeconomics 

class in the Drake M.8.A. program. 

What is the purpose o f  your testimony? 

The purpose of my testimony is to deterninethe appropriate market 

based common equity return Iowa Power should be given the 

opportunity to earn on its Iowa jurisdictional operations and 

coment on certain aspects o f  the testimonies of Or. Vander Weide 

and Mr. Christiansen. 

Have you prepared an exhibit far presentation in this proceeding? 

Yes. Exhibit - (DSH), Schedules A through N, *as prepared by me 

or under my direct supervision. 

H?vn yc!: fc-nd 2 xrket based common equiry return appropriate for 

Iowa Power's jurisdictional operations? 

Yes. 

opportunity to earn 10.97. on the common equity portion o f  its 

jurisdictional operations. My 10.9. common equity return derives 

from my analysis of the market based cost of common equity for 

Midwest Resources and is supported by my analysis of other Iowa 

based utility companies. 

Why did you analyze Midwest Resources? 

The only way it is possible for an investor to buy a common equity 

Based on my analysis, Iowa Power should be given the 

3 
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I :  

\ :  

3 :  
4:  

Q: 

A :  

A s  is shown on page 3 of Schedule G, what is typically 

referred ts as “the“ arithmetic average risk premium i s  in fact the 

arithmetic’ average of discrete yearly r i s k  premiums as opposed to 

an arithmetic average of yearly continuous risk premiums. 

preferable to use a geometric mean because it is not only based on 

arithmetic averages, it also has the property of getting from 

beginning values to ending values. 

In general, does Qr. Vander Weide’s quarterly DCF model provide an 

accurate estimate of common equity return a utiiity should be given 

the opportunity t3 earn? 

No, Or. Vander Weide’s model overestimates the common equity return 

a utility should be given the opportunity to earn. 

What is the basis Cor your last answer? 

Or. Vander Weide’s node1 does not reflect the fact that the 

utility’s assets which underlay the common equity owner‘s shares 

,-..-.-.- c - n , a ; a A y A  vll i continuous basis. Rather, the quarterly DCF 

model shows the co+mon share as a “black box“ which emits dividends 

on a quarterly basis. Such treatment results in an overestimation 

o f  the common equity return a utility should be given the 

opportunity to earn. 

Can you provide an i1iustra:ion which demonstrates the 

overestimation you have described? 

Yes. 

compare continuous and discrete compounding. 

demonstrate conclusively that the continuous form of the OCi model 

It i s  

rn”nr.+* -- 

Schedule H contains t:he results o f  two simulations uhich 

The simulations 

20 
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I:  
\: 

9: 

A :  

is the proper f o m  t o  use to estimate the common equity return a 

utility should be given the opportunity to earn. 

Would you describe the nature o f  your simulations? 

Yes. 

premises: ( I )  the fim i s  100% c o m o n  equity financed, ( 2 )  the firm 

earns 11% on a continuous basis, ( 3 )  the current market price i s  

$100.00 (beginning of quartzr 1 )  which is equal to book value, and 

( 4 )  75% o f  annual earnings are paid out as dividends. The 

simulations differ i n  the timing of the growth of dividend 

payments. The quarterly dividend is increased once a year in 

Simulation 1 while it i s  increased each quarter in Simulation 2 .  

The dividend flows from each o f  these simulations are shown on 

pages 2 and 3 o f  Schedule H. 

How did you use these simulations to arrive at the. OCF cost rates 

you show on page 1 of your Schedule H? 

! used t k  djvjd:::: xi?, i i . i i d s n d  yrowcn raies from each simulation 

to measure the values of the discrete and continuous f o m s  of the 

DCF model that derive from each simulation. 

Each of my simulations begin with the following four 

Using Simulation 1 as an example, the discrete dividend yield 

of 8.81': i s  determined using the fomula Or. Vander Weide shows on 

his Schedule 2 without the flotation cast adjustment. That is, it 

is the sum of quarters 1 through 4 dividends, each appropriately 

"grown" by the expected cost o f  common equity, 11.632, with the 

result, 58.81, divided by the share price of $100.00. 

this dividend yield the discrete dividend growth rate of 2.822 

21 
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results in the discrere CCF value for "k" o f  11.63%. 

Still using Simulation I as an example, the continuous 

dividend yield of 8.22% is determined by suming the preceding four 

quarters' (quarters -3 through 0) dividends, 5 8 . 2 2 ,  and dividing by 

the share price of SiOO.00. 

continuous growth rate of 2.78% results in the continuous O C i  "k" 

value of 11.00%. 

And what do your sim.ilations illustrate? 

They demonstrate that the continuous form of the DCF modei, not the 

discrete form, provides the correct estimate o f  the 11% underlying 

earnings rate. They also demonstrate that the continuous C C i  model 

yields an income stream sufficient to cover stockholder 

expectations based on the discrete quarterly receipt o f  dividends. 

What is the impact on ratepayers of using the discrete f o n  of  the 

DCF? 

?Ise o f  the discxt? m t h d  % i l l  always resuir  i n  an overestimate o f  

the comon equity return a utility should be given the opportunity 

to earn. Hence, rates based on the discrete DCF method will exceed 

the actual cost of providing the utility service. 

Adding to this dividend yield the 

7 

Marever, Or. Vander Weide's use of the quarterly model has 

the effect o f  requiring ratepayers to pay a return on dividends 

that stockholders have already received. The continuous model, on 

the other hand, does recognize that investors chose to leave their 

"daily dividends" with the firm by allowing them to earn a compound 

return on the reinvested "daily dividends." I 
2 2  
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1: 

\: 

Q: 

A :  

4: 

A: 

4: 

A: 

1s a utility able to earn on a basis that is consistent with 

continuous compounding? 

Yes. 

week, 365 days a year. 

stations ( e . g . ,  grocery stores), a utility’s revenues flow in on a 

daily basis and are thus available for irmndiate reinvestment. 

If revenues f l o w  t o  the utility on a daily basis, does continuous 

compounding s:ill yield reasonable results? 

Y e s .  For  examoie, 11% compounded daily or continuously yields the 

same annual return of  1!.53Z. 

Turning now t3 Dr. Vander Weide’s flotation cost adjustment, is his 

proposed ad.ius:ment correct? 

No. Cirst, D r .  Vander Weide applies his flotation cost adjustment 

to all of Company’s outstanding common equity when in fact only a 

portion o f  that comon equity was obtained through new public 

i c t i i r ? : ~  .5nri?c!! C r .  Vacd?r ‘rieide’s ana7ysis does nor  recognize the 

transaction costs incurred by investors who purchase a utility’s 

common stock in the secondary market. Hence, his adjustment i s  

incomplete ana, because it is incomplete, the adjustment leads to 

an overstatement of the cornon equity return Iowa Power should be 

given the opportunity to earn  on its electric operations. 
! What portion of Midwest Resources’ common equity is the result of; 

new issues to the general pub1 ic? 

About 3 7 . 5 %  of M W R ’ s  year-end 1091 common equity was derived from 

new. issues of common stock sold to the general public. 

A utility sells its products 2 4  hours a day, seven days a 

With cycle billing and dispersed collection 

23 
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I :  

\: 

1: 

1: 

Q: 

A :  

9 :  

A :  

Uhat is the dollar vaiue of the issuance expenses incurred by 

Midwest Resources and i t s  predecessors? 

From 1957 through 1991, WUR and its predecessors incurred total 

issuance expenses of 58.6  million (including the 52 .048  million 

expenses associated with the December !991 MWR i ssue)  or about 

5245,000 per year. 

If Or. Vander Weide's f7otation cost adjustment were applied to all 

of Midwest &sources utility operations, how much would HWR collect 

each year for issuance expenses? 

Midwest Resources would collect about $4.6  million before taxes or 

52 .8  million aftsr taxes. Or. Vander Ueide's proposed yearly 

collections exceed the total expenses MWR incurred in its latest 

common stock issuance, and that was the first time in ten years MWR 

or its predecessor: had a public common stock issuance. 

With respect to Or. Vander Ueide's flotation cost adjustment, do 

~ I J  x y e e  ~ l t h  h:: zt::x;;: z t  p q t  22 of h i s  direct testimony 

that "my adjustment allows iowa Power only to recover current 

carrying costs associated with flotation costs incurred at the time 

stock sales were made?" 

No. 

million divided by 13.6 million). 

bigger than Company's proposed weighted average cost o f  capital 

if a flotation cost adjustment is going to be made, why i s  i t  

necessary to recognize secondary market transaction costs? 

Generally speaking, all stock prices used in DCF analyses are 

24  

H i s  annual after tax "carrying charge" is 3 1 . 4  percent (52 .7  

This return is three times 
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STATE OF I O W A  

IOWA S T A X  C3MMERCE COMMISSION _-- 
I N  RE: I 

DOCKET NO. RPU-83-38 
1 
1 
1 

IOWA POWER AND LIGHT COMPANY 
( I O W A  GAS) 

\ 

ORDER 

( Issued December 2 3 ,  1983) 

On October 3 ,  1983, Iowa Gas Cmpany (Company), a t  t h a t  time a n  ope;::ir; 

d iv i s ion  o f  Iowa Power a n d  Lighi Company, f t l e d  a proposed genera1 increas? 

of $3.9 mil l ion ,  a 2.7 percent a n n u a l  increase ,  and an inter im race 

increase  request of $3.6 m i l l t o n ,  represent ing a 2.5  percent increase i n  

t o t a l  ra tes .  On November 2 ,  1283, t h e  Off ice  o f  Consumer A d v o c a t e  ( O C A )  

f i l e d  an object ion t o  in te r im ra tes .  

reques t ,  O C A ' S  ob jec t ion ,  a n d  i n  view of t h e  s t i p u l a t i o n  and addendum 

discussed below, approve Company's proposad in t e r im  r a t e s  i n  t h e i r  

e n t i r e t y .  Company's corporate  undertaking i s  a l s o  approved. These inter im 

r a t e s  s h a l l  t ake  ef.,fect with usage on and a f t e r  January 1, 1984. 

We have reviewed t h e  Company's 

\ 

On December 5, 1983, a s t i p u l a t i o n  and j o i n t  motion t o  approve t h e  

s t l p u l a t l o n  and e s t a b l i s h  a procedural schedule were f l l e d  by Company and 

OCA. T h I s  ' s t t p u l a t t o n  resolves  a i l  f a c t  and Issues i n  t h i s  docket, except 

t h e  i s sue  o f  whether Iowa Gas i s  charging customers f o r  plant n o t  requircld 

t o  provide adequate serv ice .  

___ .. . . . 

.. ._____I._--.- _-_ 
The terms o f  t h e  s t l p u l a t i o n  a l so  rsqulre  

.. ~. ~ ' 




